
APPENDIX 




-
MnEi FOR F.O.M.C. 
Novmka 16, 1982 

S m Y .  csoss 

Mr. c h a m :  

!I% theme of the achaqe mirket Continues to be the 

u t t i n g  strength of the dollar. ?he dollar has dg-3  higher 

against mst other currencies to levels not remrded since 1976 OI 

earlier; in terns of tradevJeL'gh- averages of a l l  wjor currencies, 

it has reached peaks never atwind since these calculation^ besan 

in 1970. mile there have t o  he very sxi- dout~+~h u t  

canpetitiveness at present exchange rates, PartiCuLarl~once the 

w r l d  econany starts market Psycholon the dollar 

is noretheless exeedmgl y  blJ.llish, in part because traders who. 
bet against the dollar a t  times this year have burned repeatedly 

and are wary of taking short psiticus. 

In d-, wfim the m w t  w a ~ride that less 

enphasis would be placed on M1 as an wat ing  target of mnetaq 

policy, there =re expectations of 1- US. inwest rates that 

muld lead to al- dollar. The failure of this to  happen reflected 

several factors. First, the exchange market subsequently revised 

its view and decided that mnetary policy had'not been so -ally 

altered. %and, it was thought that  foreign authorities, faced with 

emmnk  and record unanployment, would m3ve quickly t o  relax 

their am m e w  conditions any time exchange rate constraints 

e t t e d .  Third, with our prqress  on inflation, it was f e l t  

that real interest rates in the U.S. were still very high, bath 
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absolutely a d  relative to other countries. Indeed, actual 

and apected declines in U.S. interest rates have fueled 

rallies i n  OUT financial markets thatat- f u d i  fran foreign 

investors s e k i n g  capital appreciation. 

The dollar's strength amtinues to have many foundations 

other than interest rates. Also, the dollar continues to be 

attractive as a safe haven currency, with co~lce~lswer the 

future leadership of msia arid the future sovereignty of 

Hag Kong being the mt recent additions to the List of thirgs 

for international investors to wrq about. 

The weaker than qxcted  perfoIlMnce of our econcmy 

in the thixd quarter has, perhaps only tanpararily but nonetheless 

effectively, upstaged amcan about the fiscal deficit. The 

prospect that OUT eamany may be closer than others to the forefront 

of recovery makes it attractive to investment. There is a 

continuing dennnd for dollar liquidity-indeed, there m y  be 

a buil6-u~of dollar needs as those who p o s t p n d  their dollar 

purchases on the expectation of lower echarqe rates late in the 

year af ter  interest rates f e l l  are naw anfronted with a strong 

dollar and only a few weeks to meet their r-ts before 

year-end. 
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'hereWere - worries before the Novanber elections that 

US. policy makhq could becaw StalaMted by conflicts between 

the White Hcuse and the Congress, but these w e  dispelled when 

the results prwed less a setback for the pmhinistration 

than expect&, and the exchange mket's ccnfidence in the 

cohesion of U.S. policy was confirmed. 

The market's psycholw is now such that almst any 

event can triqger dollar purchases. We had the experience 

last week when the playing of sad m i c  on the Russian radio 

stations caused a rise in the dollar i n  the Far East, and the 

mrkets wtd for several hows on what was happenins, until 

Brez hnw ' s  death was subsequently announced. 

A t  the time of the last FcErl: meeting, when the dollar 

was bid up sharply, the Trading Desk intervened in New York, on 

days, on behalf of the Federal m e and the Treasury to 

purchase rtodest anmnts of Gmnm mrks and Japanese yen. 

These operations helm to slm the dollar 's  rise at that time. 

Since the C a m i t t e e ' s  last meeting, the Bank of 

Mexico drew $ 587 million on the canbined U.S.-B.I.S. credit: 

fac i l i ty  of $1.85 billion. In total, just over $1 bil l ion has 

m been drawn, leavinq nearly $850 million still available. 

Also, since the last meting, the Bank of Mexico has 

been granted a three-nunth renewal of a $700 million drawing on 

its reqular Federal Reserve s a p  line, sqxxate fran the 

U. S .-B. I.S.  faci l i ty .  

3 



-- 

4 


Ilecamwdations 


All of the Federal Reserve Syst6n's regular swap arrange

ments with foreign central banks and the BIS will mature in December. 

I reccmnend. Mr. Chairman, that the follawing arranganents be 

renewed with rn changes in their terms for one m e  year: 

Maturing swap arrangements: 


With
-
Austrian National Bank 
Bank of England 
Bank of Japan 
Bank of Mexico 
Bank of Norway
Bank of Sweden 
Swiss National Bank 
Bank for International 
Settlements 

Swiss francs 

Other authorized European 

currencies 


National Bank of Belgium 

National Bank of Denmark 

German Federal Bank 

Bank of France 

Netherlands Bank 

Bank of Canada 

Bank of Italy 


Amount 
($  millions) 

2 5 0 . 0  
3 , 0 0 0 . 0  
5 , 0 0 0 . 0  

700.0 
250.0 
300.0 

4,000.0 


600.0 

1 , 2 5 0 . 0  
1,000.0 


250.0 
6,000.0 
2,000.0 

500.0 
2 , 0 0 0 . 0  
3 , 0 0 0 . 0  

Maturity 

Date 


121 3 / 8 2  
1 2 1  3 / 8 2  
121 3 / 8 2  
121 3 / 8 2  
121 3/82 
121 3 / 8 2  
121 3 / 8 2  

121 3 / 8 2  

1 2 1  3 / 8 2  
1 2 / 1 7 / 8 2  
1 2 1 2 ~ 1 1 8 2  
1 2 / 2 9 / 8 2  
1 2  129182 
1 2 / 2 9 / 8 2  
1 2 / 2 9 / 8 2  
1 2 / 2 9 / 8 2  

$46 million,In addition, six swap drawings, total* 

by the Bank of M c o  under the $325 milUon special swap arrange

ment--extended as part of the $1.85 billion ccmbined credit f a c i l i t y  

to t 4 k c o - - w i l l  matwe be- D e C m b r  7 ,  1982 and December 21 1932. 

I reamred that these drawings, listed helm, be extended for three 

mre mnths. 
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Maturing swap commitments: 

Line in 

continuous 

use since Institution 


917iaz 	 Bank of 

Mexico 


Total 


Amount 
($ millions) 

13.7 1st R. 

6.8 1st R. 

2.3 1st R. 

1.9 1st R. 

8.2 1st R. 


13.1 1st R.
-
46.0 

Current 

Maturity Term 


12f 7/82 3 mos.
i 2 1 w a 2  I t  

i 2 m i a 2  ,I 

12/17/82 ,I 

12/20ia2 1’ 

izfziia2 ,I 

This will represent the first r e n d  of the drawings. 



PETER D. STEFNLIGET 


NOTES FOR FOMC MEETING 


NOVEMBER 16, 1982 


System open market operations since the last neeting 


of the Committee were conducted against a background of wide-


spread market expectations of declining interest rates--but also 


of a strengthening in M2 growth which tended to limit the scope 


for accommodation of such declines. Growth in M1 was quite rapid 


over the period, reaching a 20  percent annual rate in October, 

much of it attributable to temporary holdings of transactions 

balances in the wake of heavy maturities of All-Savers Certificates. 

The rapid M1 growth was essentially accommodated through periodic 

adjustments of the reserve paths in line with the Committee's 

decisions at the last meeting. 

As for M2, in the early part of the period, it looked 

as though growth was proceeding at or even slightly below the 

modest pace anticipated at the time of the October meeting. By 


late October, however, it became clear that the month's growth 

was pushing ahead more strongly than expected earlier. The 

October growth rate of about 8 percent was still in line with 

the Committee's desired quarterly growth rate of 8 1/2 to 9 1/2 

percent, but the late October information suggested levels exceeding 

a path consistent with the preferred growth rate for the quarter. 

In line with the Committee's admonition for flexibility in 

assessing the implications of substantial monetary growth that 

might be an outcome of increased precautionary demands for liquidity, 

part of the M2 strength was accommodated, but a portion also tended 
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t o  show through a s  demand f o r  reserves somewhat i n  excess of t h e  

des i r ed  path.  Thus w h i l e  reserves ran  a shade below pa th  i n  t h e  

f irst  three-week subperiod, demand was perceived t o  be somewhat 

above pa th  i n  the second three-week period. Cons is ten t  with t h i s ,  

adjustment and seasonal  borrowing ran a l i t t l e  below the  i n i t i a l  

$300 mi l l i on  assumption i n  t he  f i r s t  t h ree  weeks, but  above i n  

t h e  second subperiod. I n  f a c t ,  because of a p a r t i c u l a r  bulge i n  

borrowing l a s t  Wednesday, November 1 0 ,  which a l s o  ca r r i ed  over 

to  the  Veterans Day holiday on November 11, it looks a s  though 

borrowing i n  t h e  second three-week subperiod could be on the  

o r d e r  of $450 m i l l i o n  or so. This margin above t h e  i n i t i a l  $300 

mi l l i on  borrowing l e v e l  could be regarded a s  r e f l e c t i n g  both a 

modest rise i n  demand for reserves above path,  roughly on t h e  

o r d e r  of $50 m i l l i o n ,  and the  aforementioned November 10-11 bulge 

i n  borrowing. Because of the  d i s t o r t i o n  t o  t h i s  c u r r e n t  week's 

borrowing l e v e l  due t o  the  high f igu re  on November 11, t h i s  week's 

assumed pa th  l eve l  of borrowing is $550 mi l l i on .  

Fede ra l  funds typ ica l ly  traded c lose  t o  the  9 1/2 percent  

d i scoun t  rate made e f f e c t i v e  ear ly  i n  t h e  i n t e rva l ,  compared with 

rates somewhat o v e r  1 0  percent  through much of September. While 

one might have expected the  pe rva i l i ng  borrowing levels t o  be 

a s s o c i a t e d  w i t h  funds t rading,  i f  anything, a l i t t l e  above the  

d i scoun t  rate, the widespread an t i c ipa t ion  of an ea r ly  fu r the r  

r educ t ion  i n  t h a t  r a t e  o f t en  tended t o  b i a s  t h e  day-to-day funds 

ra te  a b i t  lower.  I n  t he  c u r r e n t  week, however, a f f ec t ed  i n  p a r t  

by t h e  t i g h t n e s s  t h a t  ca r r i ed  over from the  end of the  November 10 

week, funds have averaged about 9 5/8 percent  so f a r .  
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Outright transactions to affect reserves over the 


period were virtually all on the buy side, including about $1.2 


billion of bill purchases from foreign accounts, and $1.3 billion 


of bill purchases in the market. On other occasions, reserve 


adjustments were made with short-term repurchase agreements, 


either passing through part of foreign account repos to the 


market or arranging the System's own repurchase transactions in 


the market. On a few occasions reserves were withdrawn through 


short-term matched sale-purchase transactions in the market, in 


addition to such transactions arranged routinely each day with 


foreign accounts. 


Most market interest rates declined since the early 


October meeting, especially in the days immediately after the 


meeting when the press focused on reports of Federal Reserve 


intentions to de-emphasize M1 for the time being and, by some 


accounts, to pursue a more accommodative course in view of the 


weak economy. Further along into the period, rates showed mixed 


movements, backing up on occasion in response to temporary 


indigestion and disappointment that a lower funds rate and 


further discount rate decline were not forthcoming more promptly, 


but also edging down further at other times in response to signs 


of weakness in the economy, moderation of inflation, and periodic 


renewal of hopes for an early discount rate cut. Those hopes 


are still there, although they have eroded in recent days, and 


yesterday's money numbers provided a further dampening. 
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Among t h e  more s i g n i f i c a n t  rate zeduct ions s i n c e  e a r l y  

October w e r e  those  for  p r iva t e  short- term deb t  instruments  such 

a s  commercial paper and bank C D s .  These rates f e l l  about 1 1/2 

to  1 5/8 percentage points ,  cons iderably  narrowing t h e  spread 

aga ins t  short- term Treasury i s s u e s .  Indeed, Treasury b i l l s  i n  

t he  3-month a rea  ac tua l ly  rose  about 1 / 2  percentage po in t  over 

t h e  pe r iod  while  6- and 12-month b i l l s  w e r e  down about 1/2 t o  

1percentage po in t .  T h e s e  d i f f e r i n g  t r e n d s  r e f l e c t e d  a narrowing 

of t h e  unusual ly  wide r a t e  spreads between Treasury and p r i v a t e  

i s s u e s  t h a t  had developed l a t e  i n  t h e  summer i n  a s i g n i f i c a n t  

f l i g h t  t o  q u a l i t y .  AS some of the market apprehensions abated, 

t h e  sp reads  have narrowed t o  about t h e  normal range. A l s o  he lp ing  

to  narrow spreads  were t h e  s i z a b l e  n e t  s a l e s  of Treasury b i l l s  

(about $15 b i l l i o n  over t h e  per iod)  and modest i s suance  of CDs 

and commercial paper. I n  t u r n ,  p a r t  o f  t h e  weakness i n  commercial 

paper i s suance  r e f l e c t e d  corpora te  moves t o  fund previous shor t -

t e r m  borrowings through s a l e s  o f  i n t e rmed ia t e  and longer  i s s u e s .  

Another f a c t o r  poss ib ly  r e t a rd ing  t h e  d e c l i n e  i n  b i l l  rates w a s  

t h e  somewhat h igher  than usual cost o f  rep0 f inanc ing  of Treasury 

i s s u e s  i n  r e l a t i o n  t o  the  funds rate--which i n  t u r n  may have 

stemmed i n  p a r t  from some narrowing i n  t h e  repo market in t h e  

wake of concern over t h e  l e g a l  s t a t u s  of repos.  In  yes te rday ' s  

b i l l  auc t ions ,  t h e  3- and 6-month i s s u e s  went a t  about 8.45 and 

8.54 percen t ,  compared with about 8.10 and 9.23 percent  j u s t  

before  t h e  l a s t  meeting. 
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The Treasury was a l s o  a c t i v e  i n  the coupon market, 

r a i s i n g  a n e t  of about $ 1 2  b i l l i o n ,  including some $8 .8  b i l l i o n  

i n  t h e  q u a r t e r l y  refunding s e t t l i n g  yesterday.  Over t he  per iod,  

rates on 2 t o  5 y e a r  i s s u e s  came down about 1 to  1 1 / 4  percentage 

p o i n t s ,  whi le  l onge r  i s sues  came down by less--a l i t t l e  under one 

percentage p o i n t  for t h e  longes t  ma tu r i t i e s .  With the  rate dec l ine  

concent ra ted  e a r l y  i-n t h e  per iod ,  t h e  Treasury ' s  refunding i s sues  

g o t  t h e  b e n e f i t  of t h e  lower r a t e s ,  bu t  ended t h e  per iod somewhat 

below i s s u e  p r i c e .  Dealer ' s  holdings of over one year  Treasury 

i s s u e s  were up on ly  moderately over  t h e  i n t e r v a l ,  cons ider ing  

t h e  d e a l e r s '  s i z a b l e  s t a k e  i n  underwrit ing the i s sues  j u s t  paid 

for. 


N e w  i s suance  of both  co rpora t e  and tax-exempt bonds 

w a s  s u b s t a n t i a l  over t h e  per iod,  w i t h  good r ecep t ions  for t h e  

most pa r t .  Corporate  y i e l d s  came down about i n  parallel wi th  

Treasury i s s u e s ,  wh i l e  t h e  tax-exempt s e c t o r  dec l ined  by less-

appa ren t ly  r e f l e c t i n g  l a r g e  r ecen t  and p rospec t ive  supp l i e s .  

There has been a p a r t i c u l a r  push recently t o  i s s u e  tax-exempt 

s e c u r i t i e s  i n  b e a r e r  form, as th i s  won't be allowed after the 

t u r n  of t h e  year .  

F i n a l l y ,  I'd l i k e  t o  mention t h a t  today is t he  most 

logical day, i n  my judgment, t o  make a purchase of coupon i s sues  

i n  t h e  market t o  m e e t  s easona l  reserve needs i n  coming weeks. 

Because of ou r  purchases  of b i l l s  s i n c e  t h e  l a s t  meeting, t h e r e  

is only  about  $500 mi l l i on  of leeway l e f t  f o r  such purchases,  
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and the new leeway fo l lowing  th i s  meeting would not o r d i n a r i l y  

take effect u n t i l  tomorrow. I'd therefore l i k e  to request  t h a t  

t h e  Committee e n l a r g e  the present  leeway, running through today, 

by $1 b i l l i o n .  



James  L .  K i c h l i n e  
November 16. 1 9 8 2  

FOMC
- BRIEFING 

The  a v a i l a b l e  e v i d e n c e  i n d i c a t e s  t h e  r e c e s s i o n  s t i l l  h a s  

n o t  e n d e d .  There a r e  a f e w  s e c t o r s  o f  t h e  economy e v i d e n c i n g  

g r o w t h ,  b u t  t h e r e  a r e  a l s o  a r eas  i n  t h e  m i d s t  o f  s u b s t a n t i a l  c o n -

t r a c t i o n .  On n e t ,  t h e  s t a f f  h a s  r e d u c e d  i t s  f o r e c a s t  o f  r e a l  GNP 

a l i t t l e  t h i s  q u a r t e r  t o  show a sma l l  d e c l i n e .  a n d  now e x p e c t s  

t h a t  a r e c o v e r y  o f  a c t i v i t y  will h a v e  t o  awa i t  t h e  t u r n  o f  t h e  

y e a r .  A d e l a y  i n  t h e  e x p e c t e d  r e c o v e r y  i s  a b o u t  t h e  o n l y  c h a n g e  

in t h e  f o r e c a s t  s i n c e  t h e  l a s t  m e e t i n g  o f  t h e  Commi t t ee .  We h a v e  

m a i n t a i n e d  t h e  view t h a t  r e a l  GNP in 1983 w i l l  e x p a n d  a b o u t  3 

p e r c e n t  w h i l e  a d d i t i o n a l  p r o g r e s s  w i l l  b e  e x p e r i e n c e d  in b r i n g i n g  

down t h e  r a t e  o f  i n f l a t i o n .  

I n  O c t o b e r  b o t h  employment  and  p r o d u c t i o n  d e c l i n e d  

f u r t h e r .  The midmonth l a b o r  m a r k e t  s u r v e y s  showed a d r o p  o f  & 

m i l l i o n  i n  p a y r o l l  employmen t  f r o m  t h e  month e a r l i e r  a n d  a r i s e  

i n  t h e  unemployment  r a t e  t o  10.4 p e r c e n t .  M o r e o v e r ,  i n i t i a l  

c l a i m s  f o r  unemployment  i n s u r a n c e  i n  t h e  l a t t e r  p a r t  o f  O c t o b e r  

r e m a i n e d  in t h e  650 t o  700 t h o u s a n d  a r e a ,  i n d i c a t i n g  t h a t  employ

ment  was s t i l l  b e i n g  c u t  in t h e  n o n f a r m  s e c t o r .  T h e  i n d u s t r i a l  

p r o d u c t i o n  i n d e x .  wh ich  was r e l e a s e d  t h i s  m o r n i n g ,  d r o p p e d  0.8 

p e r c e n t  i n  O c t o b e r ,  a t e n t h  more t h a n  d u r i n g  t h e  p r e c e d i n g  

month.  P r o d u c t i o n  of  a u t o s  was c u t  b a c k  o n c e  a g a i n ,  o u t p u t  o f  

b u s i n e s s  e q u i p m e n t  f e l l  s u b s t a n t i a l l y  f u r t h e r .  and  t h e  o n l y  
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major  a r e a  o f  f i n a l  p r o d u c t s  showing  s t r e n g t h  was 


d e f e n s e  a n d  s p a c e  e q u i p m e n t .  T h e s e  l a t e s t  p r o d u c t i o n  n u m b e r s  

w i l l  r e s u l t  i n  c a p a c i t y  u t i l i z a t i o n  r a t e s  i n  m a n u f a c t u r i n g  a b i t  

b e l o w  6 9  p e r c e n t  wh ich  w i l l  be  a new p o s t w a r  low;  a t  m a t e r i a l s  

p r o d u c e r s  new lows  b e g a n  b e i n g  s e t  d u r i n g  t h e  summer. 

The g e n e r a l  d e c l i n e s  o f  employment  a n d  p r o d u c t i o n  h a v e  


b e e n  a s s o c i a t e d  w i t h  a weak p a t t e r n  of s a l e s  a n d  o r d e r s ,  a l o n g  


w i t h  l i n g e r i n g  i n v e n t o r y  p r o b l e m s  i n  c e r t a i n  a reas .  Job l o s s e s  


of  c o u r s e  h a v e  b e e n  t a k i n g  t h e i r  toll on  p e r s o n a l  i n c o m e s ,  a k e y  


e l e m e n t  in t h e  p e r f o r m a n c e  o f  consumer s p e n d i n g .  R e t a i l  sa les  


e x c l u d i n g  a u t o s  a n d  nonconsumer  i t ems  were f l a t  i n  O c t o b e r ,  t h e  


t h i r d  c o n s e c u t i v e  month o f  v i r t u a l l y  no  c h a n g e  o r  smal l  d e c l i n e s  


in n o m i n a l  terms. I m i g h t  n o t e  t h a t  t h e s e  d a t a  became a v a i l a b l e  


a f t e r  t h e  s t a f f  p r e p a r e d  i t s  f o r e c a s t ,  and  a l t h o u g h  t h e  O c t o b e r  


s a l e s  were o n l y  a l i t t l e  w e a k e r  t h a n  we e x p e c t e d ,  downward r e v i  


s i o n s  t o  t h e  l e v e l  o f  s a l e s  i n  S e p t e m b e r  s u g g e s t  o u r  c u r r e n t  q u a r  


t e r  f o r e c a s t  o f  c o n s u m p t i o n  may b e  somewhat  h i g h .  


In t h e  a u t o  m a r k e t  s a l e s  h a v e  b e e n  moving  i r r e g u l a r l y  

r e f l e c t i n g  t h e  i m p a c t  of v a r i o u s  s a l e s  i n c e n t i v e  p r o g r a m s ;  s a l e s  

d r o p p e d  i n  O c t o b e r  f o l l o w i n g  t h e  end  of i n c e n t i v e s  b u t  r o s e  

s m a r t l y  i n  e a r l y  November a s  new p r o g r a m s  were i n t r o d u c e d  t o  

c l e a n  u p  1 9 8 2  mode l s .  On b a l a n c e ,  t h e r e  h a v e n ' t  b e e n  a n y  s i g n s  

y e t  o f  a f u n d a m e n t a l  s t r e n g t h e n i n g  of  demands f o r  a u t o s .  The  

r e c e n t  d e c l i n e  of i n t e r e s t  r a t e s  for consumer  c r e d i t  s h o u l d .  how-
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e v e r ,  b e  h e l p f u l  in s t i m u l a t i n g  some p i c k u p  o f  b u y e r  i n t e r e s t  f o r  


a u t o s  and  o t h e r  d u r a b l e  g o o d s  in coming  months .  


T h e  r a t e  d e c l i n e  in m o r t g a g e  m a r k e t s  h a s  l e d  t o  r i s i n g  


l o a n  a p p l i c a t i o n s  a n d  commitment  a c t i v i t y .  N e w  home s a l e s  r o s e  


a p p r e c i a b l y  i n  S e p t e m b e r ,  t h e  l a t e s t  month f o r  which w e  h a v e  


d a t a ,  and  s t a r t s  and  p e r m i t s  w e r e  up a s  w e l l .  T h e  c y c l i c a l  


r e c o v e r y  o f  r e s i d e n t i a l  c o n s t r u c t i o n  seems q u i t e  w e l l  


e s t a b l i s h e d .  a l t h o u g h  m o r t g a g e  r a t e  l e v e l s  a r e  e x p e c t e d  t o  r e m a i n  


h i g h  e n o u g h  t o  h o l d  t h e  h o u s i n g  u p t u r n  t o  m o d e r a t e  p r o p o r t i o n s .  


In c o n t r a s t  t o  h o u s i n g ,  t h e r e  a r e  two p r i n c i p a l  a r eas  o f  


t h e  economy now i n  t h e  m i d s t  o f  a m a j o r  c o n t r a c t i o n ,  namely  f i x e d  


i n v e s t m e n t  a n d  e x p o r t s ,  w i t h  l i t t l e  p r o s p e c t  f o r  a t u r n a r o u n d  


u n t i l  t h e  s e c o n d  h a l f  o f  n e x t  y e a r .  Ted Truman will be  d i s c u s s  


ing i n t e r n a t i o n a l  e c o n o m i c  c o n d i t i o n s  i n  h i s  b r i e f i n g .  I n d i c a  


t o r s  of  b u s i n e s s  c a p i t a l  s p e n d i n g  h a v e  h ~ e nv e r y  weak i n  r e c e n t  


m o n t h s .  and  w e  h a v e  r e v i s e d  down f u r t h e r  t h e  p r o j e c t i o n  f o r  t h i s  


s e c t o r .  D e c l i n e s  in l o n g  r a t e s  a n d  h i g h e r  s t o c k  p r i c e s  a r e  p r o  


v i d i n g  a n  o p p o r t u n i t y  f o r  r e s t r u c t u r i n g  o f  c o r p o r a t e  b a l a n c e  


s h e e t s .  a n d  t h i s  s h o u l d  b e  h e l p f u l  o v e r  t h e  l o n g e r  r u n .  B u t  i t  


w i l l  t a k e  t ime  f o r  f i n a n c i a l  and  r e a l  s i d e  f o r c e s  t o  e x e r t  a p p r e  


c i a b l e  p o s i t i v e  i n f l u e n c e s  on i n v e s t m e n t .  


For t h e  n e a r  term t h e  s t a f f  f o r e c a s t  o f  r e a l  GNP p r o  


v i d e s  f o r  a s m a l l  u p t u r n  e a r l y  n e x t  y e a r  f o l l o w t n g  a n  e s s e n t i a l l y  


f l a t  s e c o n d  h a l f  o f  1982 .  I f  o u r  j u d g m e n t  is c o r r e c t ,  we s h o u l d  


b e g i n  t o  see an improvemen t  in p r o d u c t i o n ,  employment  and  s a l e s  
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w i t h i n  t h e  n e x t  few m o n t h s .  However ,  g i v e n  t h e  f a i r l y  s t r o n g  


d r a g  on  a c t i v i t y  f rom t h e  i n v e s t m e n t  a n d  e x p o r t  s e c t o r s ,  b o t h  o f  


w h i c h  h a v e  d o w n s i d e  p o t e n t i a l ,  i t  would a p p e a r  t h a t  t h e  s h o r t - r u n  


r i s k s  f o r  a g g r e g a t e  a c t i v i t y  are w e i g h t e d  t o w a r d  g r e a t e r  w e a k n e s s  


t h a n  i n  t h e  s t a f f  f o r e c a s t .  


F i n a l l y .  we h a v e  n o t  c h a n g e d  i n  a n y  s i g n i f i c a n t  way t h e  


w a g e l p r i c e  p o r t i o n  o f  t h e  f o r e c a s t .  Incoming  i n f o r m a t i o n  a n d  t h e  


o u t l o o k  s t i l l  p o i n t  t o  f u r t h e r  p r o g r e s s  on  t h e  i n f l a t i o n  f r o n t .  


T h i s  morn ing  t h e  p r o d u c e r  p r i c e  i n d e x  f o r  O c t o b e r  w a s  r e l e a s e d .  


I t  shows [an increase at an annual rate of 5-1/2 percent.] 


* * * * *  




FOMC Briefing 

E.M. Truman 

November 1 6 ,  1982 


I n t e r n a t i o n a l  and Economic F i n a n c i a l  Cond i t ions  


I n t e r n a t i o n a l  economic and  f i n a n c i a l  developments  c o n t i n u e  


t o  be a c a u s e  f o r  c o n c e r n ,  and t h e  o u t l o o k  i s  s u b j e c t  t o  s u b s t a n t i a l  


u n c e r t a i n t y .  


One b r i g h t  s p o t  t h a t  may be l o s i n g  some o f  i t s  sh ine  i s  t h e  


e x t e r n a l  s t r e n g t h  o f  t h e  d o l l a r .  Combined w i t h  t h e  g e n e r a l l y  


b l e a k  p i c t u r e  f o r  world economic a c t i v i t y ,  t h e  d o l l a r ' s  c u r r e n t  


h i g h  l e v e l  means t h a t  U.S. e x p o r t s  a r e  p r o j e c t e d  t o  c o n t i n u e  t o  


d e c l i n e  i n  r e a l  t e r m s  f o r  most  of  t h e  f o r e c a s t  p e r i o d .  


The weakness  i n  e x t e r n a l  demand i s  i l l u s t r a t e d  by t h e  f a c t  

t h a t  September  i n d u s t r i a l  p r o d u c t i o n  i n  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  

a v e r a g e d  3 4  p e r c e n t  below t h e  r a t e  a y e a r  ago and 7 p e r c e n t  below 

t h e  peak i n  e a r l y  1980.  These c o u n t r i e s  a r e  comple t ing  t h e i r  t h i r d  

y e a r  i n  a row w i t h  r e a l  G N P ,  o n  a v e r a g e ,  i n c h i n g  u p  a t  l e s s  t h a n  

one h a l f  o f  one p e r c e n t .  The r e c o v e r y ,  which s t i l l  a p p e a r s  t o  l i e  

i n  t h e  f u t u r e ,  i s  e x p e c t e d  t o  be very  modera t e .  The c u r r e n t  s t a f f  

f o r e c a s t  i s  f o r  r e a l  g r o w t h  t o  a v e r a g e  somewhat l e s s  t h a n  two 

p e r c e n t  d u r i n g  1983. As a c o n s e q u e n c e ,  unemployment r a t e s  w i l l  

c o n t i n u e  t o  r i s e  from c u r r e n t  r e c o r d  l e v e l s .  

O n  t h e  b r i g h t e r  s i d e ,  i n f l a t i o n  i n  t h e  f o r e i g n  i n d u s t r i a l  


c o u n t r i e s  has  d e c l i n e d  by a b o u t  t w o  p e r c e n t a g e  p o i n t s  o n  a v e r a g e  


d u r i n g  t h e  p a s t  y e a r .  The c o n t i n u e d  s l o w i n g  o f  i n f l a t i o n  may l e a d  


t o  somewhat l ower  s a v i n g s  r a t e s  a n d  t o  some s t i m u l u s  t o  consump


t i o n ,  i n  t h e  c o n t e x t  o f  s low growth  i n  r e a l  d i s p o s a b l e  incomes.  




-- 
- -  

The e a s i n g  o f  i n t e r e s t  r a t e s  


In  a few c o u n t r i e s ,  r e s i d e n t  
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may a l s o  he 


a1 c o n s t r u c  


p t o  s t i m u l a t e  demand. 


i on  has  p i cked  u p  and 


i n v e n t o r y  decumula t ion  has  s t o p p e d .  On t h e  e x t e r n a l  s i d e ,  

c u r r e n t  a c c o u n t  p o s i t i o n s  w i t h  t h e  i m p o r t a n t  e x c e p t i o n  o f  

France  have moved t h i s  y e a r  toward  s u r p l u s .  We e x p e c t  some 

f u r t h e r  move i n  t h e  same d i r e c t i o n  nex t  y e a r ;  however ,  t he  e x t e r n a l  

s e c t o r  i s  n o t  l i k e l y  t o  p r o v i d e  a s i g n i f i c a n t  n e t  s t i m u l u s  t o  

r e a l  economic a c t i v i t y  a b r o a d .  

O n  t h e  whole ,  t h e  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  a p p e a r  t o  

be l o o k i n g  t o  t h e  Uni ted  S t a t e s  f o r  lower  r e a l  i n t e r e s t  r a t e s  and 

f o r  more r e a l  growth,  s e t t i n g  t h e  t o n e  f o r  a g e n e r a l  expans ion  i n t h e  

wor ld  economy. Indeed ,  t h e  s t a f f  f o r e c a s t  i s  t h a t  U.S. economic 

a c t i v i t y  w i l l  be expand ing  more r a p i d l y  nex t  y e a r  t h a n  a c t i v i t y  

a b r o a d .  However, t h e  s t a f f  f o r e c a s t  a l s o  i m p l i e s  a s i g n i f i c a n t l y  

l e s s  r o b u s t  a n d  more d e l a y e d  U . S .  r e c o v e r y  t h a n  a p p e a r s  t o  be 

embedded i n  f o r e c a s t s  of  o t h e r  c o u n t r i e s ,  s u g g e s t i n g  t h e  r i s k  

t h a t  t h e  f o r e c a s t s  may be t o o  o p t i m i s t i c .  

Turn ing  t o  t h e  d e v e l o p i n g  c o u n t r i e s ,  i t  i s  a p p a r e n t  t h a t  

many o f  t h e s e  c o u n t r i e s  a r e  f a c i n g  s e v e r e  a d j u s t m e n t  problems.  T h e  

s o u r c e s  of  t h e s e  problems i n c l u d e  economic mismanagement, d r a m a t i c  

t e r m s - o f - t r a d e  d e t e r i o r a t i o n  caused  by t h e  g l o b a l  r e c e s s i o n ,  h igh  

r e a l  i n t e r e s t  r a t e s  and p u r e  m i s c a l c u l a t i o n .  R e g a r d l e s s  o f  t h e  

s o u r c e  o f  t h e i r  economic p r o b l e m s ,  t h e s e  c o u n t r i e s '  s h o r t - r u n  

p r o s p e c t s  a r e  c o n s t r a i n e d  by t h e i r  s h a r p l y  reduced  a c c e s s  t o  

e x t e r n a l  f i n a n c i n g .  A few o b s e r v a t i o n s  may p r o v i d e  some p e r s p e c 

t i v e  o n  t h e  c u r r e n t  s i t u a t i o n .  



- -  

- -  

--  
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The c u r r e n t  s t a f f  f o r e c a s t  i s  t h a t  i n  an env ronment 


of f o r c e d  a d j u s t m e n t  t h e  c u r r e n t  accoun t  def  c i t  of 


Yhe non-OPEC deve lop  n g  c o u n t r i e s  w i l l  be abou t  $45  


b i l l i o n  n e x t  y e a r  a s i g n i f i c a n t  r e d u c t i o n  from 


$75  b i l l i o n  i n  1981. 


The 1983 d e f i c i t  wil  be more t h a n  accoun ted  f o r  by 


i n t e r e s t  payments o n  e x t e r n a l  d e b t ;  i n  1980,  t h e  


i n t e r e s t  c o n t r i b u t i o n  was l e s s  t h a n  50 p e r c e n t .  A 


r u l e  o f  t h u m b  i s  t h a t  each  p e r c e n t a g e  p o i n t  change i n  


t h e  l e v e l  o f  wor ld  i n t e r e s t  r a t e s  i m p l i e s  a c o r r e s p o n d  


i n g  change  o f  a t  l e a s t  $ 2  b i l l i o n  i n  i n t e r e s t  payments 

by t h e s e  c o u n t r i e s .  


Net new borrowing  from i n t e r n a t i o n a l  banks by t h e  non- 


O P E C  d e v e l o p i n g  c o u n t r i e s  was more t h a n  $ 4 0  b i l l i o n  i n  1981. 


A r e d u c t i o n  i n  t h e  f l o w  t o  l e s s  t h a n  $20 b i l l i o n  would be 


c o n s i s t e n t  w i t h  o u r  c u r r e n t  a c c o u n t  e s t i m a t e s  f o r  n e x t  


y e a r .  However, t h o s e  e s t i m a t e s  a l s o  assume a r e p l a c e m e n t ,  


i n  1983 ,  o f  a b o u t  $150 b i l l i o n  i n  m a t u r i n g  bank c l a i m s .  


Next y e a r  t h e s e  c o u n t r i e s  a s  a g r o u p  w i l l  e x p e r i e n c e  


a t h i r d  c o n s e c u t i v e  y e a r  o f  s low growth- - - a b o u t  l $  


p e r c e n t  o r  t h r e e  p e r c e n t a g e  p o i n t s  l e s s  t h a n  t h e  


a v e r a g e  f o r  t h e  197311980 p e r i o d .  Real G N P  w i l l  p r o b a b l y  


d e c l i n e  o n  a v e r a g e  i n  L a t i n  America.  


We a r e  f o r e c a s t i n g  t h a t  t h e  volume o f  i m p o r t s  by t h e  


non-OPEC d e v e l o p i n g  c o u n t r i e s  w i l l  d e c l i n e  a g a i n  nex t  
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y e a r  fo-llowing a s u b s t a n t i a l  d e c l i n e  t h i s  y e a r .  (Th i s  


g e n e r a l  p a t t e r n  c o n t r a s t s  w i t h  t h e  1974-75 e x p e r i e n c e  


w h e n  t h e s e  c o u n t r i e s  g e n e r a l l y  cush ioned  t h e  r e c e s s i o n  


i n  t h e  i n d u s t r i a l  w o r l d . )  


Again ,  t h e r e  a r e  some b r i g h t  s p o t s .  Lower i n t e r e s t  r a t e s  


a l r e a d y  h a v e  e a s e d  t h e  f i n a n c i n g  burden somewhat. I t  i s  e n c o u r a g i n g  


t h a t  Mexico and A r g e n t i n a  two of  t h e  t o p  t h r e e  deve lop ing  


c o u n t r i e s  i n  terms o f  i n t e r n a t i o n a l  b a n k  c l a i m s  have r eached  a g r e e  


ment w i t h  t h e  IMF on s t a b i l i z a t i o n  programs.  The p r o s p e c t  t h a t  t h e  


second l a r g e s t  borrower B r a z i l  w i l l  soon f o l l o w  s u i t  s h o u l d  


a l s o  c o n t r i b u t e  t o  i n t e r n a t i o n a l  f i n a n c i a l  s t a b i l i t y .  However, 


a d j u s t m e n t  measu res  p u t  i n  p l a c e  by i n d i v i d u a l  c o u n t r i e s  a r e  u n l i k e  


l y  t o  y i e l d  a comple t e  s o l u t i o n  t o  t h e i r  p rob lems ,  e s p e c i a l l y  i n  a 


s t a g n a n t  wor ld  economy. Such measures  a r e  n e c e s s a r y  b u t  t h e y  d o  


n o t  remove a l l  t h e  economic and f i n a n c i a l  r i s k s  f o r  t h e  c o u n t r i e s  o r  fo 


the  r e s t  of  t h e  w o r l d .  The a b i l i t ' y  o f  Mexico, B r a z i l ,  A r g e n t i n a ,  and 


c o u n t r i e s  i n  s i m i l a r  c i r c u m s t a n c e s  t o  f o l l o w  th rough  s u c c e s s f u l l y  


on t h e i r  IMF-approved, s t a b i l i z a t i o n  programs depends o n  some 


r e c o v e r y  i n  t h e  i n d u s t r i a l  c o u n t r i e s ,  a d e q u a t e  r e s o u r c e s  f o r  t h e  IMF 


t o  f i n a n c e  a p a r t  of t h e s e  c o u n t r i e s '  n e e d s ,  a n d  c o n t i n u e d  l e n d i n g  


by commercial  banks t o  most of them a l b e i t  a t  a reduced  pace .  


In t h e  b e s t  of c i r c u m s t a n c e s ,  s i g n i f i c a n t  r e a l  a n d  f i n a n c i a l  

a d j u s t m e n t s  w i l l  be r e q u i r e d  by a l l .  On t h e  r e a l  s i d e ,  we have 

r o u g h l y  c a l c u l a t e d  t h a t  t h e  e x t e r n a l  component of  t h e  e x p e c t e d  

a d j u s t m e n t  by d e v e l o p i n g  c o u n t r i e s  n e x t  y e a r  w i l l  r educe  U . S .  
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e x p o r t s  by a t  l e a s t  f i v e  p e r c e n t  a n d  lower  U.S. r e a l  GNP by 


abou t  1 / 3  of  a p e r c e n t a g e  p o i n t .  These i m p a c t s  c o u l d  e a s i l y  be 


l a r g e r .  The f i n a n c i a l  i m p l i c a t i o n s  a r e  more d i f f i c u l t  t o  


q u a n t i f y .  B u t  t h e  r e a l  and f i n a n c i a l  r i s k s  c o u l d  be s i g n i f i c a n t  


e s p e c i a l l y  i f  we have u n d e r e s t i m a t e d  t h e  n e g a t i v e  r e a l  i n t e r -

a c t i o n s  among c o u n t r i e s  o r  m i s c a l c u l a t e d  t h e  c a p a c i t y  o f  t h e  

i n t e r n a t i o n a l  f i n a n c i a l  sys t em t o  b r i d g e  o v e r  r e c e n t  and p o t e n t i a l  

d i s t u r b a n c e s .  




FOMC Brief ing 

S. H. Axilrod 

November 16, 1982 


Behavior of the monetary aggregates i n  October and e a r l y  November 

suggests  t h a t  growth w i l l  again be on the s t rong  s ide  f o r  the  quar te r  as  a 

whole, d e s p i t e  comparatively slow growth i n  nominal GNP. M I  growth was 

p a r t i c u l a r l y  l a r g e  i n  October. 
 It does n o t  seem unreasonable--based on 


b i t s  and p ieces  of evidence we have about behavior a t  banks--to a t t r i b u t e  

about h a l f  of the  M 1  expansion t o  maturing ASCs, b u t  t h a t  would s t i l l  leave 

a very s u b s t a n t i a l  growth apa r t  from ASCs. A s  you have seen from the blue  


book, we have assumed a dece lera t ion  of  growth i n  narrow money over t h e  

balance of the  year,  bu t  with t h e  pace of  advance a t i l l  f a i r l y  s t rong i n  

view of t h e  evident  s i z a b l e  demands f o r  l i q u i d i t y  r e l a t i v e  t o  GNF'. These 


demands have f a l l e n  as  much, o r  more, on M2, and we have assumed t h a t  


growth i n  M2 would acce le ra t e  somewhat from the  measured October pace over 


the  remainder of  the  year,  given something l i k e  cur ren t  l e v e l s  of interest 


r a t e s .  


For the year,  growth r a t e s  f o r  the  monetary aggregates look as 

i f  they  w i l l  be above the  Committee's t a r g e t s .  Accompanying t h i s  above 


t a r g e t  growth fo r  the  year w i l l  be a s u b s t a n t i a l  cont rac t ion  i n  the income 

v e l o c i t y  of  M1 and the  broader aggregates over  the  four qua r t e r s  of the  

year--about 3 percent  f o r  V 1  and 5 percent  f o r  V2. (Velocity of the  


broader  aggregates  would dec l ine  even i f  these aggregates f e l l  within their 


ranges).  


With regard t o  t h e  ve loc i ty  of M1,  p r i o r  t o  this year  there  

was only  one o ther  four quar te r  dec l ine  of  any s igni f icance  s ince  1960, 

and t h a t  was a 1 percent drop i n  the  four  qua r t e r s  ending i n  the  f i r s t  

qua r t e r  of  1961. More spec tacular ly ,  perhaps,  Vl w i l l  a l s o  decl ine by 
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about 3 percent at an annual rate for the five quarters ending in the fourth 


quarter, the only five quarter decline of significance prior to this year 


in the period since 1960. 


We have, of course, had substantial five quarter declines in the 

income velocity of M2 since 1960, given distortions generated by movements 

of market rates relative to fixed Regulation Q ceilings for the bulk of 

the period. But the five quarter decline ending with this quarter is the 

largest, even though M2 in the recent period was presumably less affected 

than in earlier years by the ceiling rate distortions, since key components 

of the M2 aggregate in this latest period bear a market-related interest 

rate. 


From all this I would draw the conclusion that demands for 


liquidity have been unusually strong. "he econometric evidence is not 


totally clear for M1, though not in my view inconsistent. Our standard 

money demand equation has underpredicted M1 growth--given income and 

interest rates--over the past four quarters by about 1% percentage points, 

though by considerably less over the past five quarters. Buttressing the 

idea of an upward shift in money demand, though, the modified version 

of the standard model--modified to allow for so-called ratchet effects on 

money demand of significant new highs in interest rates--has underpredicted 

money growth by 2% to 2% percentage points over the past 4 or 5 quarters. 

These strengthened money demands have been accommodated to a 

considerable extent by Federal Reserve policy, at least as might be judged 

from declines in short-term interest rates. Ihe relative decline in the 

3-month bill rate over the past five quarters--close to a 40 percent 

decline at an annual rate--would by a small margin be the largest in the 

whole period since 1960, assuming about the current rate level. Of course, 
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it is difficult to evaluate haw the decline stacks up in real terms, given 

difficulties in measuring inflationary expectations. 'Ihe relative decline 

in inflation over the past five quarters varies with the measure of infla

tion that is used; the CPI has declined relatively more than the bill rate 

over the past five quarters but the GNF deflator has declined relatively 

less. It would not be far afield to think that the relative decline in 

short-term real interest rates has probably been about as much as the 

relative decline in nominal rates. 

Whether the relative drop in rates in nominal or real terms is 


sufficient to achieve the kind of economic performance satisfactory to the 


Committee is another matter. That depends in part on the confidence of 


business and consumers in face of current rate levels. While rates may 


have dropped, the resulting levels could still be restrictive if there 

were a substantial deterioration in confidence since last year--with con

fidence affecting the willingness to borrow and a l so  to spend out of 

accumulated liquidity. 

Another way of putting it is that the demand for goods and 

services at any given level of real interest rates may have declined over 

the past year or so as confidence has waned. In other words, the drop 

in the income velocity of money over the past several quarters may reflect 

not only an outward shift in the money demand schedule but also what could 

be a fairly substantial backward shift in the demand schedule for goods 

and services of the private sector. An outward shift in the money demand 

schedule would mean that measured money is overstating the expansionary 

effect of monetary policy. At the same time a backward shift in the goods 

and services demand schedule would tend to imply the need for even more 
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money and lower interest rates than might have otherwise been thought 

necessary to achieve any given level of GNP. There would be a double bind. 

The alternativ*es before the Committee might all be construed as 

accommodating stronger liquidity demands this year than were consistent with 

the Comittee's original targets. Only alternative A calls for a further 

lowering of interest rates. 
 The desirability of that alternative depends 


in part, given the preceding analysis, on assessment of the underlying 


strength of business and consumer confidence at this point. 





